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HIGHLIGHTS OF THE SELF-EMPLOYMENT
TAX LAW
By PEARLE MOUNT, LLB
The views expressed here are entirely 
personal and are not necessarily those of the 
Bureau of Internal Revenue or of the Social 
Security Administration.—Pearle Mount
The welfare of the individual has been 
one of our basic concerns since the begin­
ning of our history as a Nation. In today’s 
highly industrialized economy, that welfare 
cannot be insured for everyone by individual 
effort alone and the Congress recognized 
that fact when it enacted the Social Secur­
ity Act in 1935 and the Self-Employment 
Contributions Act in 1950. Only “employ­
ees” performing services in covered employ­
ment could qualify for Federal old-age and 
survivors insurance benefits under the So­
cial Security program prior to January 1, 
1951, the effective date of the Self-Employ­
ment Contributions Act. While the need of 
self-employed individuals for the basic pro­
tection afforded by old-age and survivors 
insurance had been recognized for some 
time, extension of coverage to them was de­
layed until an administratively feasible 
plan was developed. This plan ties in a self­
employment reporting system for old-age 
and survivors insurance with the Federal 
individual income tax returns.
Benefits under the Federal old-age and 
survivors insurance system are financed by 
taxes imposed on employers and employees 
under the Federal Insurance Contributions 
Act and the tax imposed upon the self-em­
ployment income of individuals under the 
Self-Employment Contributions Act. The 
taxes are paid into the Treasury of the 
United States as internal revenue collec­
tions. The Social Security Act contains a 
provision appropriating to the Federal Old- 
Age and Survivors Insurance Trust Fund 
set up on the books of the Treasury Depart­
ment amounts equal to one hundred percent 
of such taxes, for each fiscal year, out of any 
moneys in the Treasury not otherwise ap­
propriated. Payments are made from the 
Trust Fund to qualified individuals under 
the system. The benefit provisions of the 
law are administered by the Social Security 
Administration and the taxing provisions 
are administered by the Bureau of Internal 
Revenue.
In general, every individual who derives 
income during a taxable year beginning 
after 1950, from a trade or business car­
ried on by him or by a partnership of which 
he is a member, is subject to the tax im-
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posed by the Self-Employment Contribu­
tions Act. The fact that an individual de­
rives his income from a “trade or business” 
is controlling—not the nature or extent of 
his services in the trade or business. The 
individual need not personally perform the 
services or sell the goods. He may accom­
plish that through agents or employees. 
Thus, absentee owners, limited or silent 
partners, etc., may be subject to the tax on 
self-employment income and may receive 
credit for benefit purposes. The legality of 
a trade or business also is unimportant. For 
example, professional gamblers, bookies, 
etc., may be engaged in a trade or business 
in which case they will be covered as self­
employed individuals.
The tax on self-employment income is 
based upon the individual’s net earnings, 
within certain limits, and the net earnings 
are credited, within the same limits, to an 
account maintained in the individual’s name 
for benefit purposes. There is no election in 
the matter of paying the tax. If the law ap­
plies, the individual must pay, whether or 
not he desires coverage under the Social 
Security laws. Self-employment tax must 
be included in the Individual Income Tax 
Return, Form 1040, and is levied, assessed 
and collected as part of the income tax. It 
need not be taken into consideration for 
purposes of the estimated income tax.
The net earnings from self-employment 
must be at least $400 for a taxable year in 
order to be taxable and creditable as such. 
The maximum amount of self-employment 
income and/or wages for services per­
formed as an employee, subject to tax or 
creditable for benefit purposes for a taxable 
year, is $3,600. If an individual has net 
earnings from self-employment in excess of 
$3,600 or wages and net earnings from self­
employment totaling more than $3,600 in 
one taxable year, the net earnings from self­
employment will be reduced to bring the 
total within the $3,600 limit. The following 
examples will serve to illustrate the mini­
mum and maximum rules:
1. “A” receives wages in the amount 
of $2,700 for services as an employee 
and has $375 in net earnings from self- 
employment. The wages ($2,700) are 
subject to the employer and employee 
taxes imposed by the Federal Insurance 
Contributions Act. The net earnings 
from self-employment are not subject 
to the tax imposed by the Self-Employ­
ment Contributions Act since the 
amount is less than $400. Only $2,700 
will be credited for benefit purposes.
2. “B” has net earnings from self­
employment in the amount of $5,000 for 
a taxable year. Only $3,600 is taxable 
and creditable for benefit purposes.
3. “C” receives wages amounting to 
$2,700 and has net earnings from self­
employment in the amount of $4,000. 
The wages ($2,700) are subject to the 
Federal Insurance Contributions Act 
employer and employee taxes and only 
$900 of the $4,000 is subject to the tax 
on self-employment income. $3,600 will 
be credited for benefit purposes.
4. “D” receives wages in the amount 
of $3,600 and has net earnings from 
self-employment in the amount of $700. 
The wages are subject to FICA taxes 
and are credited for benefit purposes. 
The self-employment income is not tax­
able and is not credited for benefit pur­
poses.
5. “E” receives $3,590 in wages and 
has net earnings of $1,100 from self­
employment. The wages are subject to 
FICA taxes and $10 of his income from 
self-employment income. “E” will be 
credited with $3,600 for benefit pur­
poses. (The $10 credit may be impor­
tant when added to his “wages” since it 
assures “E” of 4 quarters of coverage 
in the taxable year for benefit pur­
poses.)
The group covered by the Self-Employ­
ment Contributions Act includes proprietors 
of stores, filling stations, beauty parlors, 
tourist courts, and other service shops. The 
covered group also includes such indepen­
dent tradesmen as plumbers, painters, elec­
trical contractors, etc. Individuals engaged 
in the practice of certain professions as in­
dependent contractors are covered, such as 
musicians, artists, nurses, and authors. 
However, a number of activities which are 
recognized as trades or businesses for Fed­
eral income tax purposes are excluded from 
the definition of “trade or business” for 
purposes of the tax on self-employment in­
come. None of the income from the excluded 
activities is subject to the self-employment 
tax or credited for benefit purposes. Among 
the activities specifically excluded are (a) 
service as an employee (except a newspaper 
vendor over 18 years of age) ; (b) service 
as a public officer; (c) service as a minister 
in the exercise of his duties; (d) service by 
an individual in the exercise of his profes­
sion as a physician, lawyer, dentist, osteo­
path, veterinarian chiropractor, naturo­
path, optometrist, Christian Science practi­
tioner, architect, certified public accountant, 
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accountant registered or licensed as an ac­
countant under State or municipal law, full- 
time practicing public accountant, funeral 
director, or professional engineer; or the 
performance of such service by a partner­
ship. (It appears that the professional ex­
clusions reflect an attempt by the Congress 
to comply with what it believed were the 
wishes of the particular group.)
The professions enumerated above are 
excluded only if the person is legally quali­
fied to practice the profession or, where li­
censing is not required, holds himself out to 
the public as qualified to practice the pro­
fession. In order to be “legally qualified” an 
individual must have a license or certificate 
from the State in which he is practicing, if 
the State law so provides. The mere grant­
ing of a degree in a particular profession by 
a college or university does not legally qual­
ify an individual to practice a profession in 
those States. The license or certificate re­
ferred to is not the general business license 
which a State or municipality requires in 
connection with its tax program. Rather, it 
is the special license or certificate which 
attests to the individual’s character and 
ability to practice the profession involved.
Income received by an individual from 
his practice of one of the excluded profes­
sions cannot be included in computing his 
net earnings from self-employment. How­
ever, income received by that individual 
from other business or professional activi­
ties may be included. For example: Dr. A. 
Pendix, a licensed physician, engages in 
regular practice as a physician and nets 
$3,000 from his practice during the taxable 
year. No part of the $3,000 is subject to the 
tax on self-employment income or creditable 
for benefit purposes since it was received 
from the practice of an excluded profession. 
And consider Dr. I. Kure, a licensed physi­
cian, who does not practice as a physician 
but spends his time operating a drug manu­
facturing concern from which he receives 
$3,200 net for the taxable year. This income 
may be counted in computing Dr. Kure’s net 
earnings from self-employment since it was 
derived from a business not falling within 
the exclusions. The fact that Dr. Kure is a 
licensed physician does not operate to ex­
clude the income he derived from the drug 
business.
Some professional people engage in side­
lines, in addition to practicing their regular 
professions. Some sidelines may grow out 
of the profession and be so closely related 
to it as to be a part thereof. For example, a 
doctor may derive income from conducting 
a newspaper column on health hints. Other 
sidelines may be completely unrelated to the 
individual’s profession. The following ex­
amples will illustrate the status for self-em­
ployment tax and benefit purposes (in the 
absence of additional facts indicating a con­
trary conclusion) :
1. Mr. Ray Light, an electrical engi­
neer, practices as such, netting $5,000 
for the taxable year. He continuously 
watches for forced sales of electrical 
equipment. In the Spring of 1951 he 
bought bulbs and wiring from an elec­
trical concern which was going out of 
business, for which he had a ready cus­
tomer. From that transaction he made a 
profit of $700. Later that year, he had 
two similar opportunities to make quick 
profits and realized a net profit of $550 
from those deals. Since Mr. Light net­
ted more than $400 from outside trans­
actions and since the buying and selling 
of electrical equipment is not the ordi­
nary activity of an electrical engineer, 
the total of $1,250 will be considered 
net earnings from self-employment, 
taxable and creditable as such for bene­
fit purposes.
2. Dr. A. Crown practices as a den­
tist. In addition, he has a laboratory 
which manufactures toothpaste. He 
nets $7,500 from this activity during 
the taxable year. Since the amount is 
substantial and the operation of the 
toothpaste laboratory is separate from 
his practice as a dentist, net earnings 
from the laboratory, (not in excess of 
$3,600) are subject to the self-employ­
ment tax and are creditable for benefit 
purposes.
The rule which applies to income derived 
from the practice of an excluded profession 
by an individual applies equally to such 
practice when engaged in by a partnership. 
None of the distributive shares of income 
of a partnership legally qualified to engage 
in the practice of any of the excluded pro­
fessions may be considered in computing 
net earnings from self-employment of any 
member of the partnership. It is the prac­
tice by the partnership of one of those pro­
fessions which results in the exclusion. 
Therefore, neither the professional status 
of the individual partners nor the nature of 
the services performed by them is control­
ling. For example:
The Molar Dental Clinic is a partnership 
engaged in the practice of dentistry and is 
composed of I. Tooth, D. Kay, and B. Y. 
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Gum. I. Tooth and D. Kay are dentists, 
while Mr. Gum is a dental technician not li­
censed to practice as a dentist. Since the 
partnership is engaged in the practice of 
dentistry, an excluded profession, none of 
the distributive shares of income from the 
partnership may be considered net earnings 
from self-employment. The fact that Mr. 
Gum is not a dentist is not material, even 
though his income would be counted for 
self-employment purposes if he were in 
business for himself as a dental technician.
Where a partnership is engaged in a 
trade or business not within any of the ex­
cluded professions, each partner must in­
clude his distributive share (whether or 
not distributed) of the ordinary income or 
loss of such partnership in computing his 
net earnings from self-employment. This is 
true even where a partner is a member of 
one of the excluded professions and does 
work for the partnership which falls within 
the exclusions. To illustrate—
(1) A partnership composed of Sole, 
Heel and Last makes shoes. Partner 
Last is a physician, and does such pro­
fessional work for the firm as examin­
ing new employees and treating job 
injuries. Dr. Last’s distributive share 
of the partnership income is $2,800. 
The full amount is taxable and credi­
table for benefit purposes since the 
partnership is not engaged in practic­
ing an excluded profession. The fact 
that Dr. Last is a physician by profes­
sion is not controlling. If, however, Dr. 
Last had a private practice on the side, 
no part of his income from the private 
practice would be counted for self-em­
ployment purposes.
Certain types of income are excluded in 
computing net earnings from self-employ­
ment. Rentals from real estate, including 
furniture or other personal property leased 
with the real estate, and deductions attribu­
table thereto, are excluded unless such rent­
als are received in the course of a trade or 
business as a real estate dealer. Payments 
for the use or occupancy of entire private 
residences or living units in duplex or multi­
ple housing units are generally considered 
rentals from real estate. However, payments 
for the use or occupancy of room or other 
space where services are also rendered to 
the occupant, such as rooms in hotels, board­
ing houses, tourist camps, space in parking 
lots, warehouses or storage garages, do not 
constitute rentals from real estate and 
therefore should be included in determining 
net earnings from self-employment. Ex­
ample: (1) Fred Manor owns a 12-unit 
apartment building. He is not a real estate 
dealer. He personally collects rents, makes 
repairs, and cleans the halls in the building, 
etc. This type of income is rental from real 
estate and since Mr. Manor is not a real es­
tate dealer, the rentals are excluded for 
self-employment tax and benefit purposes. 
(2) Arthur Trader is a real estate dealer. 
He purchases Mr. Manor’s apartment build­
ing and holds it three months before selling 
it at a net profit of $2,000. During the three­
month period, he nets $900 from rents. As­
suming that Mr. Trader breaks even on his 
other transactions during the taxable year, 
he will have $2,900 in net earnings from 
self-employment. (The law provides that 
rentals from real estate are not excluded if 
received in the course of a trade or business 
as a real estate dealer.)
Interest and dividends received by a per­
son who holds stocks and bonds as an in­
vestment are not income from self-employ­
ment. However, the dividends and interest 
which a dealer in securities receives from 
his stocks and bonds while they are in his 
inventory become a part of the inventory 
and are income from self-employment. For 
example,
(1) Martin Bean, a restaurant 
owner, bought 100 shares of stock. He 
is not a dealer in securities. He receives 
dividends of $200 each three months. 
This income is excluded from his net 
earnings from self-employment since it 
is investment income.
(2) Alfred Moneybags owns sixty 
varieties of stocks and bonds and con­
tinuously watches the market, selling 
some when the market goes up, buying 
others when the market goes down. All 
transactions are for his own account 
and he does not hold himself out to oth­
ers as being engaged in selling securi­
ties to the public. He makes 213 trans­
actions during the year and nets con­
siderable profit from his sales, interest, 
and dividends. None of the income thus 
received may be included in computing 
net earnings from self-employment. 
(The interest and dividends are ex­
cluded because he is not engaged in a 
trade or business as a securities dealer 
—he is investing his money or speculat­
ing on the market for himself. Any 
profits on his sales would be excluded 
as profits from the sale of capital 
assets.)
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